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18 April 1979 
THE NATIONAL ENERGY BOARD'S 
PROPOSED METHOD 
FOR THE REGULATION OF TOLLS AND TARIFFS OF THE 
FOOTHILLS PIPELINE 
The Foothills pipeline to which this document refers is the 
pipeline defined, as follows»in Section 2 of ‘the ‘Northern “Pipel ine 
ACt 
",.. the pipeline for the transportation of natural gas 
from Alaska across Canada along the route set out in 
Annex 1 to the Agreement..." 
In. response to a request by the Board on |] February 1979, 
Foothills Pipe Lines (Yukon) Ltd. filed the form and content of 
its proposed tolls and tariffs for the pipeline on 21 March 1979. 
The filing contained "the form and content" of the tariff, but did 
not include details of the actual costs that would be charged. 
Thertardic filediiis a "“costiiof service” form of tarreet. 
This may be described as follows: 
Under a cost of service form of tariff, the regulatory 
agency allows the utility to adjust its charges in 
accordance with rules approved by the agency on a monthly 
basis as costs incurred change. The rules specify the 
costs that can be recovered under the tariff, the 
accounting principles to be followed in determining the 
schedule of tolls, the rates of return allowed on the 
investment, the depreciation rates, and the other 


parameters necessary for determining the cost of service. 
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Tis as ine contrast -to*a-"fixed toll form'é6f tarciftir whichis 

described as follows: 
Uriderray "fixed™toll™ form of tariff, a»-régulatory (agency 
allows the utility to charge a schedule of tolls based on 
the estimated cost of service. The toll is generally in 
two parts: a monthly demand charge based on the 
apportioned capacity of the pipeline equivalent to the 
maximum daily contracted shipment entitlement, and a 
commodity charge (per Mcf) related to the actual amount 
shipped. This schedule of tolls remains unchanged until a 
new rate proceeding is conducted by the regulatory agency, 


and until the agency allows the schedule to be altered. 


It has generally been accepted that a cost of service form 
of tariff would be a prerequisite for obtaining private sector 
iinaneang for the pipel ine) in’ the Uni tedyestakes andeaneé¢anada., In 
respect of the United States, this view is expressed in the second 
paragraph on page 4 of the Report of the Alaskan Delegate (attached). 
In’ Canada) this was the form of tariff discussed in the National 
Energy Board's Northern Pipeline Hearings; at that time it was 
considered appropriate by the Board. 

The tolls and tariff for the Foothills pipeline are governed 
by Part IV of the NEB Act and Part II of the Northern Pipeline Act. 
In particular, Section 35 of the Northern Pipeline Act reads as 


follows: 
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"35. Where a company files a tariff at the time the 
financing of the pipeline is being considered, the Board 
May approve the form and content of the tariff and the rate 


of return on the equity investment of the company". 


In the Board's view, United States federal and state 
regulatory authorities and the investment community will require 
details not only of the form and content of the Foothills tariff, but 
also of the Board's proposed method for the regulation of the 
transportation charges under the conditions specified in the approved 
tariff. This is because the investment community, before committing 
funds for the financing of the project, will require assurance that 
transportation charges approved in Canada can be flowed through 
("tracked") to the ultimate consumer in the United States without 
additional approval from United States federal and state regulatory 
agencies over and above any general authority for "tracking". 

In view of the foregoing and as Foothills has filed a cost 
of service form of tariff, the Board is isSuing this preliminary 
proposal on its method for regulating the tariff in order to permit 
interested parties to make their views known to the Board during a 
tariff proceeding, now scheduled to commence on 12 June 1979. 

On both the tariff and the method of regulation, the Board 
is consulting with the Federal Energy Commission as provided for in 
Section 9 of the Canada/United States Agreement and Section 32 of the 


Northern Pipeline Act to achieve a reasonably uniform approach on 
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these matters for the pipeline as a whole, since the pipeline in 
the United States and Canada will undoubtedly be considered as a 
Single entity by the investment community. 

> The purposes of the Board's preliminary regulatory 
proposal are: 

1. to enable the Board to determine prospectively the 
methods and parameters for computation of the tolls and 
tariffs for the pipeline, and the means of applying 
these, which will result in transportation charges that 
are just and reasonable; 

2. to provide visibility for a form of regulation in Canada 
that will encourage the acceptance, by United States 
federal and state regulatory agencies, of the principle 
of tracking transportation charges incurred in Canada; 
and 

3. to provide for a, form, of tarifivconducive to private 
sector financing of the pipeline. 

To achieve these purposes, the method of regulation 
must recognize the special circumstances of the Foothills pipeline, 
and should be the least burdensome form of regulation consistent 
with the purposes to be achieved. 

On, the .wurtace,..it might appear that a cost of service 
tariff in which a pipeline. company's costs are recovered directly 


from revenues received from shippers would enable the pipeline 
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company to include its actual costs in its tariff without these 
costs being subject to regulatory review. However, major areas of 
cost will be governed by previous decisions of the Board, arrived 
at through the public hearing process, which establish the 
parameters determining the actual dollar cost in a given period. 
For example, the depreciation charged in a given year would be 
derived by applying the rate previously approved by the Board to 
the cost of assets*forprojyectsacertificated byuthe)Boardse.The 
cost of these assets would subsequently be incorporated in a rate 
base authorized by the Board. 


In any given year there would be costs, such as 


\ 
! 


Operations and maintenance, that would be largely within the direct 
control of company management; a proposal for the treatment of this 
type of cost is outlined in this document. 
The proposed approach is as follows: 
1. Audits would be conducted by the Board 
(a) “on®construction costs!\duringand)on) completion of 
the construction period, and 
(b) on cost of service, annually during the operation of 
the pipeline. 
2. Audit reports would be public documents available for 
examination by interested parties. 
3. Items for inclusion in the initial rate base and cost of 
service would be subject to testing for prudence by interested 


parties in public hearings, recognizing, however, that 
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(a) certain purchase contracts or classes of contracts 
would, pursuant to paragraph 10, Schedule III of the 
Northern Pipeline Act, be specified by the Minister 
as requiring approval of the Designated Officer 
prior to execution and would, therefore, have 
already received regulatory approval, and 

(bo) charges for monitoring costs by the Northern 
Pipeline Agency and the Board would have been 
audited and certified by the Auditor General of 
Canada and would, therefore, have already been 
approved by the Government of Canada. 


Parameters used for the determination of costs to be included 


in the cost of service, e.g., depreciation rates, allowable 


return on equity, etc., would be subject to evaluation in 
public hearings before being approved by the Board. This would 
take place before operations commenced. They would remain 
unaltered unless revisions were warranted by changed 
circumstances, and then only if these were determined by the 
Board to be.significant. Changes would only be made after 
shippers and interested parties had an opportunity to make 
representations regarding appropriate procedures for evaluation 
of proposed changes. 

Subsequent additions to rate base would be subject to the 
requirements of Part III of the National Energy Board Act. 
(Major additions to rate base would automatically require 


public hearings in respect of applications for certificates of 
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public convenience and necessity under Part III of the NEB Act. 
Smaller projects also require prior approval of the Board.) 
Certain types of costs that are beyond the control of the 
pipeline company could be flowed through automatically if 
previously approved through the public hearing process. 
Examples of such costs are exchange gains and losses on 
financing costs. 
For Operating and maintenance costs and any other costs where 
management has a certain discretion, the following principles 
would apply: 

(a) Foothills would submit annually to the shippers, to 

other interested parties, and to the Board its 


estimate of these costs by principal expense 


uv 


component for the ensuing year. Shippers and other 


\ 


interested parties, following discussions with 
Foothills, could if necessary make representation to 
the Board requesting changes in the estimates. 

(b) The Board, after reviewing the ees and 
considering any representations, and having ordered 
any revisions found necessary, would approve an 
estimate of these costs to be incorporated in the 
transportation charges. 

(c) Overruns and underruns in revenues from the approved 
estimate would be deferred. At the end of the year, 
any extra revenues collected would be eliminated by 
a reduction in the transportation charges in the 


next appropriate month. The Board would consider 
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any representations by shippers, by any other 
interested parties and by Foothills on the reasons 
for overruns in costs relative to revenues 
generated, and would then divect the disposition of 
them. Month-end balances in deferred accounts would 
include a carrying charge of, say, prime rate plus 
one per .cent, 

Foothills Hele be required to give advance notice to shippers, 

to other interested parties, and.to the Board, of any large 


costs expected to be incurred, if they are of an unusual nature 


Or are not covered by previous rulings or decisions of the 


Board. Collection of such costs would be deferred pending 
Chelny Gicposition by the Board. 

Because of the essential nature of a cost of service form of 
tariff, i.e., the recovery: of costs as they are incurred,. the 
Board believes that Foothills would have an onus to demonstrate 
from time to time to shippers, to any other interested parties, 
and to the Board that it is operating in an efficient and 
effective way. Although such demonstration would not be an 
integral part of the tariff, the Board would require Foothills 
to make such showing. 

The significant features of the approved regulatory scheme 
would be incorporated in regulations. 


Since no tariff relating to prebuilt facilities has yet 


been filed, this document excludes any special considerations that 


might be needed if prebuilding should occur. 
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REPORT 
OF 
THE ALASKAN DELEGATE 
ON 
TARIFF AND OPERATION PHASE RATE ISSUES 


Le. ~SCOrE Or THE REPORT 


in Orders No. 17- and 17-A, The Federal Energy. Regulatory 
Commission (Commission) requested the Alaskan Delegate to 
report on the status of tariff issues for the Alaska gas 
project. | This report ‘should be “in the context of.,the «nis 
allocation framework during the operation phase" and "should 
provide sufficient discussion to serve as framework for 
setting the Operation Phase Rate; as well as for acting on 
uicmproOveEct ‘Sponsors’ ‘proposed tariff" (Order No. 7A, .p. 
6). Upon receipt of this report, the Commission intends to 
order filing of tariff applications, to'’request comments 
concurrently on the tariff applications and the Delegate's 
report, ‘and “then to expeditiously act on the tariff filings. 
The following analysis and discussion constitutes the report 
on the tariff and Operation Phase Rate of the Delegate 
-mequared® by the Commission pursuant to Orders No. 17 .and, 17- 
A. 


In Order No. 17-A, the Commission indicates the impor- 
tant relationship between the project company tariff and the 
level of the Operation Phase Rate. The project tariff can 
materially influence the risk that will be borne by equity 
investors during the operation phase and thus affects the 
compensation for bearing this risk. that must, be. provided in 
the Operation Phase Rate allowed by the Commission. 


Graer Now i? sets forth an incentive rate of return 
(IROR) mechanism that will be applied to the Alaska and 
Northern Border segments of the Alaska gas project. As part 
Of fthe “IROR mechanism, Order No. 17 defines a number of rate 
OL return concepts including the Operation Phase Rate, the 
Non-Incentive Rate, the Center Rate, and the Marginal Rate. 
The Operation Phase Rate is defined to be the rate allowed 
during the operation of the pipeline after a one-time 
adjustment to the rate base and should compensate equity 
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ipvest@ue tor only those financial and Operating risks 
incurred during operation. Other risks incurred during the 
construction of the pipeline are to be compensated for 
through the Non-Incentive Rate. Risks resulting from the 
IROR mechanism are to be compensated through the Center Rate 
of Return. This report will not deal with any risks other 
than those during operation of the pipeline. As required by 
Ordér No. 17-A, the construction phase risks and the Non- 
Incentive Rate is to be the subject of a separate report by 
the Delegate. 


The project tariff is a lengthy legal and operating 
document specifying how the company owning and operating a 
segment of the Alaska gas project will charge its customers 
(shippers) and the transportation service that the company 
Willeprovide.,, The provisions of this tariff play ‘a major 
role in determining the risks to the investors in the Alaska 
gas project and which risks are passed on to the shippers 
Chuataciia Customers. | This report will only deal with the 
tariffs for the two segments that will be project financed, 
the Alaskan and Northern Border segments. The Western Leg 
segment will be an expansion of an existing system built 
largely by the Pacific Gas Transmission Company which 
already has a cost-of-service form of tariff. 


Other contractual relationships that play a major role 
in allocating risks among the various parties involved in an 
Alaska gas project include the gas sales contracts between 
the shippers and the producers of the gas at Prudhoe Bay and 
the taritis, of the individual shippers. Shippers are likely 
to be interstate natural gas companies and are likely to be 
6équity investors in the project. The key issue concerning 
tne Shipper tariffs is the extent to which the shippers will 
be allowed to automatically pass on changes in the cost of 
transporting Alaska gas to their own customers without prior 
approval of the Commission. Some form of automatic tracking 
may be necessary to avoid delay and reduce risks to the 
shippers and investors in the project. However, the issues 
concerning the gas sales contracts and shippers tariffs are 
not the subject of this report and will not be discussed 
further. 


al ei ae wn 


iy es asus eaREe | F, lig ; hemes od 
weber anni Me if om Gees rs ad ing, Zip 

yet Bre belgie : yt we mol3 ia ye ree 
AH. ests om bh ke 76 Lait) ba 6a ig 


Val Iago y ret Cy Net ivid 7 oa: at oyan , 
Myvi Y Pai 


POLIeTSAO He “dana ashes: a es ares Nem Bea 

4 Polwsreqo Dee fp twa nen off wed BEV lone 
asad uu, ea b oer Re Law. Sauk ore ean ahaa std tb ed 
Vaames aha 2en) om tw te ie Mi ygietsat? wad bao Cored 
meta & Yel Sided ae YA arto Yedy ‘a at “BEV re 

pal tS e YAP a (OS aH O89 cg) ako etd a I rae ? pals ga oe: 
Mtoncive sad bd ah Neekag Aye ¢xel. dal fiw Berg . ai eT 


Oy 


bal dW 3 4) W bel) Wick ae yw foue 2 rj YY iia) dar re | ie = Q 
epdenit feetoxrg od Thiw pnt) 2 inoe. Ow Silt see. os Se 
pod Sinan oti Src aniew + eh % srie¢yoel Fria aa seal he 
. / 724y iti BNee Sim ed ee Det: ia fie go CL po Ser 
fit (heed Hots alnwdHd?. onc Det lowd sdb elem 

set loka NG ‘iat ga) omde%o. § Riel be 


_ 


' 71> 2 i" bo Was SAILS a ADS 3 ee es Oe pis fe ee | ha 
4 ‘° t am | io ' 
4 nti Ss Gas ' i et Fat wii Ti et vf Wis is ewe 
; _ i 
WF Sal i F Pl 2 =) f) f ; ‘ reels rae kh q wvop r¥) n, 
bow yee Sodhoet vo ae) ae ae ra te cregg hte ae 
al«s ; jae r i Sih et f ETE? b iG, 14 Co ayn) 1 7 
sof a if od) Te ee 0 { ie it hd 2) Te od 
orden ity is BEE re “OT ho aotaevead yal 
hy pant wy re ieee 4 iit ‘ ae } er »! » Ty tn 7 Laie 
ea. "veto iw “omens obess: Wwe - ) at A niete 
ii ea out edod7u sa 7 ris “\ iO, 222oD os 36. Dew 
a 1 i , 
; lw hy } 4, 5 CYigg VY A Se oF Vranas ay 6/8. ad 
"i i i TaOPT aes s Jee. F 
TT] } ii ! i ff 24 i T { = ; wT 701 
! ‘4 i ¥ : 
wid } Ww ‘ * ry 1 rf 
f % , 
- 
7 M 


4 Cae pe. 
a - 6 Si al 


ra bet 


This report covers two primary subjects. The first is 
an analysis of the major issues and alternative provisions 
in the project company tariffs. The evidentiary proceeding 
before Administrative Law Judge Litt (El Paso Alaska Company, 
Docket No. CP 75-96 et al, referred to hereinafter as "the 
FPC proceeding") developed a substantial record, and the 
Thitial Débision by thé Adhinistrativé Law Judge (ALJ) 
offers a number of recommendations to the Commission concern- 
ing the tariff: The circumstances on which the ALJ based 
his recommendations, however, were subsequently altered by 
the President's Decision, which imposed a number of terms and 
conditions concerning the tariff (President's Decision, pp. 
26-36 jus Consequently the findings of the ALJ may have to 
be reassessed in light of changed circumstances. By the end 
of the FPC proceedings, the project sponsors, the Commission 
staff, and other interested parties were able to reach 
agreement ion a number of “important tariff issues. This 
report will first briefly describe those features of the 
_ project tariff where there seems to be little disagreement. 


Next this report will discuss the tariff issues where 
there is substantial disagreement and controversy. For each 
issue, alternative tariff provisions will be discussed and 
the, effect of each) provision on the operation phase risk, on 
the feasibility of private financing, and on consumers will 
be described. The positions of the various parties as 
presented at the proceeding including the recommendations 
of the ALJ will be summarized. Where relevant, later recom- 
mendations or requirements in the Federal Power Commission's 
Recommendation to the President, the President's Decision, 
and the Commission's Comments on the Decision will 
be presented. 


The second major subject of this report is the finan- 
Cial risks borne by equity investors during the operation of 
the pipeline and the level of the Operation Phase Rate 
necessary to compensate for this risk. There is substantially 
less evidence on financial risks and rates of return than on 
the tariff issues. Little evidence was presented at the FPC 
proceedings. This was a subject reserved for a second phase 
of an Alaska gas proceeding after the preferred system was 
chosen from among the three competing proposals. The ALJ 
@id make some recommendations about rates of return but 
these are only relevant for what is now called the Non- 
Incentive Rate rather than for the Operation Phase Rate which is 
the subject’ of this report (See Initial Decision, pp. 369- 
370)... Also the requirement for an IROR mechanism and the 
limitation on any charges to consumers prior to completion 
in the President's Decision substantially change the risks 
to be borne by investors. Some discussion of rates of 
return was also provided in the comments on the two notices 
of proposed rulemaking concerning the IROR mechanism. 
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This report will describe the risks during operation 
cor which the Operation Phase Rate must provide compensation 
and will compare the magnitude of these risks with the risks 
borne by investors in conventional pipelines in the lower 48 
states. The form of the pipeline tariff allowed by the 
Commission, however, will play an important role in deter- 
mining the magnitude of these risks. 


Dilge RESOIVED TARIFF ISSUES 
COa tt. Or ijenvace. Taritt 


In teh FPC proceeding, the sponsors of the three 
competing projects, the Commission Staff, most other interested 
parties, and the ALJ concurred that the cost-of-service form 
of project tariff was required for private financing of this 
project instead of the more conventional fixed rate tariff. 
Tater the Commission,, in its Comments on the Decision: (p. 50), 
accepted in principle the cost-of-service form of tariff. 

All tariffs for a regulated utility are based on the cost 
of rendering service but-differ in the circumstances and 

procedures to be used to alter the rates charged for the 

service when costs increase or decrease. 


Under, a fixed rate tariff, a regulatory agency allows 
the utility to charge a schedule of rates based on the 
estimated cost of service. This schedule of rates remains 
unchanged until a new proceeding is conducted before the 
agency. ond whe agency, allows, the schedule fo be altered. 17 


Under a cost-of-service form of tariff, as costs change 
the regulatory agency allows the utility to adjust its 
charges on a periodic basig in accordance with a formula 
approved by the agency. . The formula specifies the costs 
that can be recovered under the tariff, the accounting 
principles to be followed in determining the schedule of 
rates, rates or return allowed on the investment, depreciation 
rates, and other parameters necessary for determining the 
Cost of service. The agency also may audit the costs: recovered 
to assure their reasonableness and prudency. Many tariffs 
are in tact a amixture, of, the fixed rate and cost of) service 
tariff... Interstate gas. pipelines generally ,are required to 
use a fixed rate tariff, yet can usually pass through 
automatically changes in the unit cost of purchased gas 
without filing a major rate change in which a complete cost 
of service study is submitted and litigated. 


1/ The specific procedure followed by the Commission for gas 

~ pipelines is the following. The pipeline files a new 
schedule, which goes into effect within six months of 
filing depending on whether and for how long the Commission 
suspends the new schedule. The schedule is subject to 
adjustments pursuant to a final Commission order thereon. 
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miegeneral the various parties in’ the FPPC proceeding 
accepted the need for a cost-of-service tariff because of 
the greater assurance it would give to financial investors 
that the cost of the project would be recovered without 
delay and that adequate funds would be available to cover 
operating costs, debt service, and the other fixed obli- 
gations of the pipeline. However, there was substantial 
disagreement abgut, the preoise form Of" this Laritft,) “and 
these issues are discussed below. 


Ciaroes, Prucr to Completion of the System 


During the FPC proceedings, two concepts were advanced 
that could result in charges to gas consumers prior to 
completion. of the project. The first was some’)form:of an 
"all events" tariff which would require gas consumers to pay 
a charge adequate to recover the debt investment and, 
possibly, the equity investment in the project in the event 
that construction of the project was started but never 
completed. In other words, consumers would provide a com- 
PleeLOn Guarantee fo investors (see Initial Decision; po, 
3o4@ and. 392). 


The second concept is commonly described as inclusion 
of construction work in progress (CWIP) in the rate base 
(iene COmesLIMCt Lon (see Initial Decision) pp, se ge40n)y, 
Essentially, consumers would be asked to pay during con- 
struction for the interest cost of funds borrowed and a rate 
of return on equity invested. This would be instead of 
adding these capital charges, commonly referred to as an 
MisLowance, fox, funds used during constructiom *(APUDC), to the 
rare base of. the project at the time of project ‘completion 
to be recovered through charges to consumers during operation. 
Inclusion of CWIP in the rate base would reduce the financing 
requirements of the project. 


Regardless of the merits or disadvantages of these two 
concepts, the President's Decision limits such tariff 
mechanisms in the second finance condition which states: 


Neither the successful applicant nor any 

purchaser of Alaska gas for transportation 

through the system of the successful applicant 
shall be allowed to make use of any tariff by 

woich, the purchaser or ultimate consumer of Prudhoe 
Bay natural gas is compelJed to pay a fee, surcharge, 
or other payment in relation to the Alaska 

natural gas transportation system at any time 

prior to the completion and commissioning of 
operation of the system. (President's Decision, 

Dost 27-20). 
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The exact definition of the phrase "completion and commis- 
sioning of operation", however, has not yet been specified 
and is discussed in the next section. 


III. CONTROVERSIAL TARIFF ISSUES 


Billing Commencement Date 


As discussed in the previous section, the President's 
Decision limits charges to customers for the project prior 
to the "completion and commissioning of operation of the 
system." A major issue for the Commission is to define this 
phrase. “the =project -tariti ‘will «specifiy when ’or ‘under what 
conditions the pipeline company can begin to charge shippers 
of gas for’ their’ share of the cost of ‘service of the pipe- 
line. The Commission must determine if the project tariff 
“iS consistent with this condition of the President's Decision 
- and other legal requirements. 


Financial investors will carefully examine this billing 
commencement feature of the project tariff and the Commis- 
Sion's interpretation of the condition in the Decision. 
Investors will favor a tariff provision that provides the 
greatest certainty that the tariff will go into effect as 
soon as possible in order to reduce the financing require- 
ments for the project and to initiate the recovery of 
capital. Long delays in the initiation of charges to 
customers adds to financial charges during construction 
(AFUDC) and strains the ability of the investors to raise 
the funds necessary to finance the project. In view of the 
stringent conditions imposed by the Decision concerning 
finencing (prohibition of consumer orstaxpayeraquarantees) ; 
the report accompanying the Decision, in any case, notes 
thace ski llful financial packaging anderiskt= benefit 
balancing will be required" (Decision p. 106). 


There are at least four interpretations of this condition 
in the Decision concerning billing commencement date: 


as Charges to gas consumers may begin when all ; 
segments of the project are complete and gas is 
being transported. (In the event of "prebuilding" 
the southern segments to carry Alberta gas, charges 
may begin for these segments in advance of completion 


of the other segments.) 
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II. Charges may begin when all segments are capable 
of rendering service even if, for what- 
ever reason, gas is not being transported. 
(In the event of "prebuilding" the southern seqments to 
carry Alberta gas, charges may begin for these segments 
in advance of completion of the other segments.) 


III. Charges may begin for each particular segment of the 
system when that segment is capable of rendering 
service even'if, for whatever reason, “other segments 
are not capable of rendering service or gas is not 
being transported. 


Iv. Charges may begin at a date certain to be specified 
by the Commission even if none of the segments is 
capable of rendering service or gas is not being 
transported. 


Clearbyiithe third ior fourth definition’ would ‘provide 
greater assurances to investors that the project would 
generate revenues without long delay. The following will 
analyze each of the four definitions in turn. 


The Commission Staff seemed to favor Definition I (all 
segments complete and transporting gas). This definition 
would clearly satisfy the requirement in the Decision and 
the Natural Gas Act. Alcan Pipeline Company (the predeces- 
sor company to the current sponsor of the Alaska segment of 
the project, Alaskan Northwest) argued that the Commission 
may have no legal authority to place a tariff into effect 
until the company is a "Natural Gas Company" pursuant to the 
Natural iGasihet (initial Alcan Tariff Brief; "p. 17). “Section 
2(6) of the Natural Gas Act defines a natural gas company as 
a "person engaged in the transportation of natural gas in 
interstate commerce or the sale in interstate commerce of 
such gas for resale." Consequently, it may be unlawful for a 
project company to charge shippers pursuant to an FERC 
approved tariff until gas is actually being transported. 


With respect to Definitions I and II, the phrase 
"Completion and commissioning of operation of the system" 
must be read in conjunction with the predelivery of Alaskan 
gas using Alberta gas transported through southern segments 
built in advance of the northern segments contemplated in 
the President's Decision (pp. xii and -92). Thus-the Decision 
should be. read to authorize charges for the delivery of 
Alberta gas through the prebuilt southern segments even 
though the northern segments have not yet been completed. 
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Definition I imposes a major financial risk on the 
investors in any one segment. Each segment will be owned by 
a separate egal entity distinct from the shipper companies 
and independent of the producers. Definition I would impose 
thesrisk,on,each.segment of a,long*delay.in receipt of 
révenues or conceivably a complete loss of revenues because 
(a) another segment was delayed in completion or (b) production 
from Prudhoe Bay was delayed. It could be argued that 
investors in a company owning one segment should not be 
penalized for failure of another company to complete its 
segment or to produce the gas at Prudhoe Bay. 


Definition II (all segments complete) would not hold 
investors in the pipeline responsible for delays in the 
startup of gas production from Prudhoe Bay but would penalize 
investors in any one segment for delays in startup of another 
segment. From the investors perspective, this reduces risks 
compared to Definition I but still treats the entire system 
as a Single entity ignoring differences in ownership between 
segments and the fact that some segments will be in Canada. 


Definition III (a particular segment complete) may be 
consistent with past practice in lower 48 pipelines. The 
emphasis in regulation of new additions to gas plant for 
lower 48 companies has been to assume that new facilities 
are added to gas plant in service and thus accrual of 
AFUDC ceases "when the facilities have been tested and are 
placed in»,.or ready for service" regardless if the addition 
is actually rendering service (see Accounting Release Number 
ARS. (Revised), effective January 1, °1978). An early "in- 
service date" has been advocated in the past for pipelines 
Ssance tit reduces the»AFUDC included in the rate-base. This 
definition would recognize that each segment will be a 
separate legal entity with different investors. Such a 
provision would also protect investors in U.S. segments from 
any financial hardship which might be imposed by delays in 
Canada, aif ssucheshould ,occur. 


Defurition «IV «(date certain) would provide.the greatest 
certainty to investors that delays would not impair the 
financing of the project. Such a billing commencement date 
is not unprecedented. Alcan has argued that the Commission 
has allowed tariffs for nuclear power plants to take effect 
on a date certain, for example, the Yankee Atomic Power 
Company (Initial Alcan Tariff Brief, p. Loy (Ashcan ie tariff 
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proposed in the FPC proceedings would commence billing when 

the Alaska facilities were complete or, in any event, no 

longer than four years after the beginning of construction 
mtg iva lean Tariff Brief p. 23) .. This definition, 

however, seems to clearly violate the intent of the Decision 

to. bar charges commencing prior to "completion and commissioning 
of operation” and could probably not be defended as a valid 
interpretation of the Decision. 


Interim Rate/Phasing 


During the FPC proceedings, two proposals were made to 
reduce charges during the early months of operation when gas 
throughput may be less than the design capacity of the 
system due to the time necessary to start up production at 
Prudhoe Bay or operation of the pipeline. Arctic Gas proposed 
a phasing method where some portion of depreciation expense 
and return on rate base would be deferred until full capacity 
' throughput was reached (See Reply Brief of Arctic Gas, p. 

5). The Commission Staff argued instead for an interim rate 
where a fixed reduced charge per unit of gas would be levied 

One the smadier\ initial volumes (Initial Staff Tariff Brief, 

p. 5). This revenue would be a credit against the construction 
work in progress account and thus the rate base of the 

project when full through-put was achieved. The interim rate 
would last no longer than one year. 


tise caratt proposed Dy. Alcan in’ its initial application 

to the Commission, no interim rate or phasing was proposed 
(See,InatialeAlcan Taraff Brief, p. 18). Shippers would’ be 
expected to pay for their contractual share of the cost of 
service of the pipeline when the facilities are capable of 
Bendering service... in other words, fullijcharges” to shippers 
would commence when the pipeline was complete even though 
throughput may be at reduced levels or nonexistent. 


The Creabrersmrofethasiprovision, ist that. early consumers 
of Alaska gas could be asked to pay a very high transportation 
Gost bersinitiot gassorito pay even ifhnosgas is: being 
teansported...Also marketability of the gasscould be impaired 
byeenenbigaeinitial cost:.@sHowever; it omustvbe notedythat 
EVeee pipeline is. ionlyge contract ‘carrfer. for >the shippers 
anGubGynet ta purchaser*ofeAlaska gas. If investors in the 
pipeline are held responsible for delays or inability of 
shippers to tender gas for transportation when the pipeline 
heteote to vender service, their risk is. substantially 
increased. 
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A major advantage of Alcan's proposal is that it would 
assist in financing. The threat of a long period of either 
no revenue or only partial revenues after construction was 
complete increases the total financial investment in the 
project and postpones payment of principal and interest on 
the debt investment. Also an interim rate or phasing of 
Charges increases ultimate costs to consumers by increasing 
financing charges or AFUDC in the rate base and the Operation 
Phase Rate. 


The ALJ found the interim rate proposal superior (Initial 
Decision, ps £09). However, again his decision was in the 
context of assumed consumer or government investment guarantees. 
tieeaghteoity the: much more-difficult task.of financing this 
project resulting from the President's Decision, the Commission's 
need to provide a favorable environment for financing may 
require approval of a tariff that does not require an interim 
-rate or phasing. The probability is small that there will 
~ be a long period of reduced throughput after construction is 
complete and thus inclusion of an interim rate will most 
likely be of little or no net benefit to consumers. However, 
the risks to investors will be reduced by elimination of an 
interim: rate provision,,.and this will materially assist 
financing. 


Penalty for Service Interruption 


Almost without exception all parties to the proceedings 
including the project sponsors agreed to some form of penalty 
to equity investors if the pipeline was unable to fulfill 
its contractual obligation to transport Alaska gas. Such 
penalties were endorsed by the ALJ (Initial Decision, p. 

404) and the FPC in its Recommendation to the President (p. 


XII-43). A penalty would provide economic incentives for 
the pipeline owners to assure continued uninterrupted 
service. The major concern, however, of the various project 


sponsors'is that the penalty should not beso severe or ina 
form that would jeopardize the financing of the project. If 
the penalty on the return to equity was so severe that debt 
investors felt debt service or even debt coverage might be 
significantly impaired, then the project sponsors’ ability 
to privately finance the project could be impaired. 
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The sponsors of the Alcan project in the FPC proceeding 
argued that the return on equity should be reduced in-pro- 
portion .to the reduction in, service if the reduction in 
service for any one-month is greater than 20 percent of the 
contract quantity in the agreements with the shippers. , In 
Onner words sit the. pipeline was .only able to carry BO 
percent Or more of the contract guantity theére would be no 
reduction in return on @quity. However, 1f£ the pipeline 
capacity was reduced to less than 80 percent over a one 
month period, for example, 70 percent, then the return on 
equity (and related income taxes) would be reduced propor- 
tionately, for example, reduced to 70 percent of its normal 
level for that month. After a service interruption, the 
pipeline would have an unlimited period to try to recover 
the loss in equity return by transporting more than the 
contracted quantity if the shippers were willing to tender 
excess quantities. The make-up quantities for which the 
pipeline suffered no loss-in return on equity would be 
transported first and then the quantities for which the 
pipeline did suffer a reduction in return on equity. 


The Commission staff argued that the reliability of 
pipeline operations is such that a penalty to equity return 
should begin when the ability of the pipeline to render 
service is reduced below 100 percent of the contracted 
quantities, in other words, no leeway or cushion should be 
allowed before the penalty takes effect. Judge Litt compro- 
mised on a level of 90 percent between the sponsors request 
for 80 percent and the staff's recommendation of 100 percent 
(Lad, DECISiOn,yp.,404).. The ALY, further would restrict 
the period of make-up transportation to no more than one 
year as opposed to the sponsors request for an unlimited 
period for make-up of the deficiency in transportation and 
return on equity. 


A much more controversial modification to the project 
tariff, however, was recommended by the ALJ. Based on his 
beden what equity, investors should ,be subject to the cisk 
S18. complete. loss.of their investment an, the event, of,a 
prolonged inability of the project to transport gas at the 
contracted quantities, he stated that 
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---it may be necessary to modify the cost-of-service 
tariff of the transporter to assure that collection of 
the depreciation charge does not recover equity capital 
during periods of prolonged continuous outage. A 
"grace period," not to exceed 30 days, for example, 
would be appropriate, after which the opportunity to 
recover equity capital would not recur until such time 
as service resumed. To the extent that lost service 
could be made up by excess deliveries within one year, 
shippers should pay additional charges to reimburse the 
disallowed. equity inecovery. "» (Triitial .Dedisi ony. p< 
392). ie 


This recommendation was discussed but not endorsed in the 
BRC smRecommendation ito ithe President (p.X11-43) aS pant oF 
two hypothetical financing plans. 


Iowacddaeon tonsubstanbraliy i nereasi no cthiesaciisk to 
equity investors and thus requiring a higher Operation Phase 
Rate, this recommendation also could substantially increase 
risks to debt investors. Debt repayment or retirement will 
be at higher rates than the normal 4 or 5 percent depreciation 
rate allowed for tariff purposes. Thus, during the earlier 
years of operation, debt repayment may be larger than the 
total allowed depreciation charges of the project. Con- 
sequently, any reduction in the depreciation charges’ allowed 
to be recovered through charges to shippers could impair 
debt service. The ALJ's recommendation, to be accepted by 
investors may have to be conditioned or modified so that 
debt service would not be impaired. 


Even with this modification, debt coverage ratios could 


bewseubstantiallyireduced. Debti investors ane concerned 
about protection of their investment in highly unlikely 
Situations. Even if the tariff approved by the Commission 


would talllow the project cio levy charges on shippers adequate 
for debt service in all events, debt investors may be concerned 
that the pipeline may be unable to actually collect all of 
tet vevenues! jiallowed by the tarufiue For protection agarnst 
this event, they look for adequate debt coverage or a cushion 
of revenues in excess of those required merely for debt 
service. Judge Litt's recommendation would greatly reduce 
debt coverage during a prolonged service interruption. 
Further, the Initial Decision is based on the assumption of 
both consumer and government guarantees of debt. Without 
these guarantees, his recommendation concerning prolonged 
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service interruptions may no longer be consistent with 
Peivate financing of the project. For these reasons, the 
Commission must examine very carefully the implications: for 
financing in its consideration of this matter. 


Billing Procedure 


During the FPC proceedings, two alternative procedures 
were proposed to calculate the charges for transportation 
services to be paid by the shippers. The first would be to 
estimate the cost of service of the pipeline over a future 
six month period and then fix a constant monthly charge to 
necover, this estimated six month cost of Service. “In the 
event that the estimate deviated from the actual cost of 
service, any accumulated underchange would be added to, or 
any overcharge substracted from, the charge levied over the 
TOLOwing Six month, period. 


The second approach advocated by the Commission staff 
would be to simply bill shippers monthly for the actual 
costs of service incurred during the previous month (Staff 
Dweeeaie lot tis er ler, Pp. 6). This) could result an ‘eharges 
changing from month to month but would avoid any overcharging 
or undercharging. 


The arguments either for or against these two alternatives 
do not seem especially compelling. The advocates of the 
estimated billing procedure argued that this would be pre- 
ferred by the shippers and was needed to assist them in 
flowing through costs in their proposed transportation cost 
eajustment clauses. - As indicated above, the issue of tracking 
Cosusethroughethe. shipper tariffs is not addressed in this 
report. However, if the Commission does allow tracking of 
Alaska gas transportation costs, this may be an argument in 
Gavor Ofathe estimated cost billing procedure. “Zven in this 
Byenteushtopers’. concern about the need for the estimated 
cost billing procedure may have largely been eliminated by 
recent Commission changes to the purchased gas adjustment 
Glauses which. allow interest, or carrying charges tobe 
earned on deferred purchased gas cost balances (see Order 
Nos 13). ) 


The ALJ found "nothing illegal or unfair” about this 
estimated cost billing procedure and that "no party has 
shown adequate justification for rejecting this procedure" 
(Initial Decision, p. 408). If the sponsors of the Alaska 
gas project desire to utilize this estimated cost billing 
procedure, there seems to be little justification for not 
allowing them to do so. 
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Miscellaneous Tariff Issues 


During the course of the hearings, the Commission staff 
objected to a number of other relatively minor features of 
the various tariffs proposed by the sponsors of the competing’ 
applications. Later in the hearings, the sponsors of the 
three projects modified their tariffs to accommodate some of 
the objections of the staff. The ALJ, in general, concluded 
that these adjustments proposed by the staff should be made 
(iiitite beDecis toni, ip’. 410). © When the: sponsdvsoft the Alaska 
gas project file their revised tariff with the Commission, 
it should be examined to see if the sponsors have accepted 
the changes advocated by the staff and approved by the ALJ. 


EV [OPERATION cPHASE: RATE 


Analytical Approach 


The Operation Phase Rate according to Order No. 17 
shall be set by the Commission "within the general range of 
rates of return for other pipelines with similar operating 
risks" (Terms and Conditions No. 12). In setting an Opera- 
tion Phase Rate for each segment of the system, the central 
issue is the financial and business risks faced by investors 
in this pipeline during operation compared to the average or 
Dypicahimnterstate gas pipeline: 


A review of rate cases over the last three years 
indicates that the average rate of return allowed by this 
Commission for gas pipelines has been approximately 13 
percent and the average proportion of common equity in the 
Capitalization has been approximately 45 percent. The 
question for the Commission to resolve is whether the risks 
during operation of the Alaska gas pipeline compared to the 
Motrmal or. typical lower 48 pipeline justify a rate of return 
higher or lower than the average of 13 percent. 


The Operation Phase Rate only provides compensation for 
weeks turing <actuak:operation.of the iproject. n/The musks 
beanie wdurind «the ‘construction of the: projectriare :toxbe 
compensated for through the Non-Incentive Rate of Return. 
The difference between the Non-Incentive Rate and the Opera- 
Pion Phase Rate is the Project Risk Premium. Pursuant to 
Order No. 17-A, the Non-Incentive Rate shall be the subject 
of a separate report from the Alaska Delegate. Risks created 
by the IROR mechanism itself are to be compensated for by 
the Center Rate of Return which exceeds the Non-Incentive 
Rate by an amount equal to the IROR Risk Premium. 
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Definition of Risk 


Though an analysis of risks to investors is a common 
approach to analyzing the rates of return required for 
investors in regulated utilities, the concept of risk used 
is often imprecise or losely defined. For purposes of this 
analysis, it is usefull to distinguish between two broad 
categories or types of risk. 


Risk for gas pipelines in general is the result of 
certain events that may cause actual or realized rates of 
return to deviate from the rate of return allowed by the 
Commission. A precise measurement of risk requires knowing 
the probability of such an event and the effect that this 
eyere would Nave. on thearate of»return.y)In, practices Jisting 
all of the future events that could cause rates of return to 
fiuctuate is impossible as is the measurement of the probability 
ierede particulary evene wall. occur 


RecalCgOrvizing, OL Yisks. 1S,,an.ettect,.a Categorazing 
of those events that could cause rates of return to fluctuate. 
Broadly speaking, the first and most important category of 
events are those that would cause the realized rate of 
return to fall below the allowed rate. For example, suppose 
that the probability of Event A occurring in any one year on 
‘the Alaska gas pipeline is 10 percent. Suppose also that if 
Event A does occur, the realized rate of return for that 
year will be reduced by three percentage points (three 
hundgred=basis points) from the allowed rate. Further suppose 
that this event would never occur ina lower 48 pipeline. 
In order to provide minimum compensation for the risk of 
Event A occurring, the Commission should increase the allowed 
rate for the Alaska pipeline by 0.3 percentage points (30 
basis points) over the rate allowed for other pipelines (0.3 
= 10 3. 0i« ,.0On thenaverage .taking-into aceountrethe probability 
OF Event A occurring, the investor in. the Alaska.gas pipeline 
would then earn no more or no less than an investor ina 
typical pipeline. 


The second category of risky events are those events 
wie are just as likely to increase the realized rate of 
return as to lower it. -Such an event creates general 
uncertainty about the realized rate but does not bias the 
realized rate, either down or.ups ¥1t is «generally recognized 
that some compensation to investors should be given for 
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greater variance in rates of return even though the realized 
rate is just as likely to be above the allowed rate as below 
it. In other words, investors prefer a certain return 
rather than a return that could fluctuate both up and down. 
The compensation for this type of risk, however, should be 
much™ less than for the first category of risky events 
discussed above. 


Ideally, the Commission should have before it a complete 
listing of the various events that could cause the realized 
rate to deviate) from the: allowed rate, the probability of 
that event occurring, and the effect of the event on the 
rateRroemetuniuptinipractice,: one’ can, hope for a partial 
identification of some of the events with a subjective guess 
aSeuCwche probabil tymof-.the event occurring, , What, makes 
any analysis of the risks faced by investors in the Alaska 
Sas projecti(so (difficult 1s that there is wery dittle data 
or*«experience to.judge the number, probability, or impact of 
these risky events. The following analysis will attempt to 
identify those events that could cause the realized rate to 
fluctuate and to estimate the financial risk to investors 
from each of these events for both the Alaska project and 
the normal or average lower 48 pipeline. 


Changes in Cost 


Fluctuations in the cost of service of a pipeline 
resulting from changes in operating and maintenance costs, 
changes in financial costs, or any other component in the 
cositt ©£ «service will mean .-an increase or decrease ain the 
return to “equity until, a change in rates, 1s.approved, by the 
Commission (fluctuations in throughput are considered in the 
next section). Under the normal or fixed-rate tariff, the 
typical lower 48 pipeline may experience a regultory lag in 
the approval by the Commission of a change in rates to 
compensate (fora change ,in ‘costs. ..Undex the .cost-of-service 
tariff proposed for the Alaska gas project, there would be 
no lag. 


Thus. there is ‘seme, risk that. a lower 48 pipeline may 
Yaelazenaurate .of return sabove,or below the. allowed rate for 
some period until the Commission acts. Recause inflation 
increases pipeline costs as well as other costs, there secms 
a greater probability that actual costs will be above estimated 
costs and thus the realized rate will be below the allowed. 

The cost-of-service tariff for the Alaska gas project provides 
a high degree of protection against this risk. Thus the risk 
resulting from fluctuating costs is somewhat less for the 
Alaska gas pipeline compared to the typical pipeline. 
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Changes in Throughput 


Unanticipated changes in throughput will result in 
changes in cost of service pér unit’ of throughput and» may 
alter the revenues and earned rates of return depending upon 
the form of the tariff. The Alaska gas project will differ 
substantially from lower 48 pipelines both in the events 
that could cause a fluctuation in throughput and the tariff 
treatment Of.the, fluctuation. 


A pipeline can experience a decline in throughput 
either from some production problem in the field that 
temporarily or permanently reduces daily deliverability or 
from the exhaustion of proven reserves without sufficient 
new discoveries to offset the decline. Since the typical 
lower 48 pipeline derives its supply from a number of 
different fields and reservoirs, it is not likely that the 
pipeline would experience a major decline in throughput 
because of field deliverability problems. However, the 
Alaska gas project will be supplied primarily by the enormous 
reserves pat Prudhoe Bay. There is little production experi- 
ence for this reservoir, and there is a small probability 
that the field may not be able to produce at the level of 
teapeckD anticipated in the Decision (pp. 89) 2/ “Further, 
all gas will be processed and conditioned at a single 
facility which could experience operating problems. 


A decline in throughput due to reserve depletion has a 
much higher probability of occurring for a lower 48 pipeline 
than for the Alaska gas project. In recent years the trend 
for most lower 48 pipelines has been declining production. 
Prudhoe Bay, by all accounts, has adequate reserves for at 
jeaste20 years: of production at the rate of 2.4 BCFD. 


If a decline in throughput occurs, a lower 48 pipeline 
could experience a temporary reduction in return on equity 
because of the lag in applying for and receiving a rate 


increase. However, the period of suspension for rate 
increases imposed by the Commission is usually five months 
Dimless... ALSO MOSt pipeline tariffs utilize a demand’charge 


borecoyer a portion of the fixed’ costs’ of tne pipeline. 
This demand charge would not be reduced due to a reduction 
in throughput thus mitigating the reduction in revenues and 


27 pee. ne. very extensive testimony and exhibits on this 
subject in the record of the hearings before the Senate 
Committee on Energy and Natural Resources at the time of 
consideration of the President's Decision. Alaska Natural 
Gas Transportation System, Hearings before the Committee on 
Energy and Natural Resources, United States Senate, 
Sentemer 26, 27, October 11, 12, and 25, 1977. 
(Publication No. 95-73) 
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return on equity. The cost-of-service tariff for the 

Alaska gas project will eliminate any regulatory lag and 

thus provide a high degree of protection against the risk of 
decline in throughput. . 


Though the Commission will allow rates to increase as 
throughput declines for both lower 48 pipelines and the 
Alaska gas project, eventually marketability problems may 
arise. A concern often voiced by lower 48 pipeline companies 
is that declining reserves to production ratios may eventually 
result in low levels of throughput and thus an inability to 
recover their investment in the pipeline. This could happen 
irate Nigh unit costs of transportation ‘result in the gas 
being unmarketable and thus the companies are unable to sell 
the gas at the rates allowed by the Commission. The Office 
of Regulatory Analysis from the Commission's staff has 
argued that the Commission has increased allowed rates of 
return by 2.5 percentage points in recent years to compensate 
Pee enaseriskutsee: Comments onthe Revised *Noticé; pp. 5-8). 

The Alaska gas project will also face a similar or even 
larger risk because of the high costs of transportation. If 
production problems should occur at Prudhoe Bay, the cost- 
of-service tariff will allow an automatic increase in cost 
per unit of throughput: However, shippers and distributors 
May, fina 2t idatficult to market'the gas since the ‘transportation 
costs for the Alaska gas even at full throughput will be 
substantially higher than other gas because of the large 
construction costs. 


In, conclusion, thev’risk ‘of declining throughput due to 
reserve depletion is higher for the conventional lower 48 
pipeline, the risk of declining throughput due to production 
or deliverability problems is greater for the Alaska gas 
pipeline, the cost-of-service tariff for the Alaska gas 
project provides greater protection against the risk of 
decline in throughput, but marketability problems resulting 
from reduced throughput are greater for the high cost Alaska 
gas. On balance it seems that the risk to investors due to 
fluctuations in throughput are modestly greater for lower 48 
pipelines. 
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Service Interruption 


Bil pipelines face the possibility that\operating 
Gyrteculttes may reduce the capacity of.the pipeline to 
transport gas... For a conventional lower 48 pipeline, the 
financial penalty for a severe service interruption can be 
large. A reduction in the amount of gas that can be delivered 
reduces revenues but less than in proportion to the reductian 
in throughput due to the demand charge in the typical 
tavitie., If the service interruption is of.dong duration, 
the pipeline company could request a rate increase to allow 
charges on the remaining throughput to cover the cost of 
service. 


This penalty for service interruption seems substantially 
more severe, than contemplated for the Alaska. gas pipeline by 
‘the project. sponsors.. As discussed previously, the project 
sponsors propose a service interruption provision in the 
tariff that would only reduce equity return proportionately 
to the service interruption and only for that segment 
which experienced the service interruption. 


On.the other hand, the probability of a service inter- 
ruption on the Alaska gas project seems much higher than for 
the typical lower 48 pipeline. The Alaska gas project will 
be traversing a new environment for which there is little 
operating experience. Problems of frost heave, thaw settlement, 
weather induced maintenance and operating problems could 
mean a much greater incidence of service interruption. Also 
the Alaska gas project will be a single pipeline instead of 
the looped systems common in the lower 48. The probability 
of a single pipeline experiencing a major service interruption 
is higher than a looped system with its built-in redundancy 
ano gOupli cation ,of .components. 


In conclusion, thespenalty forvuservice intermuption,is 
much higher for lower 48 pipelines but the probability of 
Sornvice .nterruptionels,much higher for the vAlaskagas 
proieGu.. ONebaltance, 1t 1s difficult to, decide which bears 
the greater financial risk dué to service interruption. 


7 


padaerdo, ti ror 

- * ps, Sea fiee Lay es 
. gt OAL! a 

Aa ee ia ee | 

93 ‘eq aby ries at Veet 

an eu bet, ais. ted OL Page ae add awed dud 

Soca Sugilyk) ae tals “fic tol shd Od oth 

ag Aah, “alte. ‘sa ert ai tut te ore 

wogse as Hes Sry | See - (PRS OR biiow: yin ie 

7, FaKT ON het roe og od tee! Bene iy statin 


le] 
{ 


Bo aera colours ti eo lles so, inte 
oa ct ‘6b i 18 th Nee tt Fg Bf rug WITS 4) Aha ie ; 
5 gio wehdle lea be geueg se aa Geers 
peat oa Og al et Oe LET | Seo Mee gna ah eee 
Miag ll korerg honoe ii Madea (4 ae ee alae Bb Lwow 
ay Ae TMT it oi as Pin rege ca 
. oLbees LaF P aes r ne , “ae ph ana 


= 


byvolag 4. (Oa PE] Meter eRe yooh ten 
‘ rita iia | ah Ac. PO Ban nate oO. tk corer ac: 
of ebony PAG ete eg” “Cen dig co Oe veel te | 
© Gly tee 4. hae: ale rien wit y wig, yon 5. pid ay 
he ij ; LA aa» Fan ; ; yee an Tae wich aha A ‘tery 

“ 15 Lor IBS Has eots Cage . hehe 2 
if irl Sou kviga aay a Sges pad sodaases, asic 
fie at Lweerceey eed a t Li ks ebook ase, Brus! ae 
“a1 gis A 8h “owe edd ni newt ome tage beqaol git” 
QOS PO. ge LOD eH (Pas is) Tage > BLAS ae? pee 
HNeoniioyt tts Pid ait hw meee | wah s vattps sl 
. mi PAG ree Le iT 30 ae senitaot 


ou bet { ety bt) +“ } ty het Vea} hd wid Oar ait 


‘gird tony ole Soil ae gio by Fb: 3 wok vf oie tedp 


ne 0 eA Be 7a TShps 7 fry teat val By Me 
py wort ni senb oo sf00reeeh. ag 3 octiel ed HO, : 
Hs ' i my 


wk eaubyvis? oF: 805 Aalt [wtaakbaih Fed 


-20- 


Jarketability Problems 


A basic element of the financing plan for the Alaska 
gas project is the construction of a chain of contracts and 
other legal obligations that assures the flow of revenues 
from the ultimate consumer of natural gas, through the 
distribution companies and the interstate Pipelines who are 
the shippers of the gas, and back to the project itself. 
However, there is a risk that events we can only barely 
imagine now might break that chain and cause a reduction in 
revenues to the project below that necessary to cover the 
full cost of service. In such an event, the equity investors 
would be the first to experience a reduction in return. 


The most likely event that could cause a reduction in 
pevenues 16 if 1t became difficult, to;market_or sell the gas 
in the face of competition from other energy sources. 
ROlled<-in pricing reduces this’ risk but does not. eliminate 
it. Over the next 25 years, a sudden breakthrough in 
energy technology that reduced real energy prices is one 
example of an event that could endanger the marketability of 
the Alaska gas. This is a risk that is substantially greater 
for the Alaska gas project than for conventional lower 48 
pipelines because of the higher transportation costs for 
Alaska gas. 


Equity Capitalization 


Thougn net strictly a risky event that could-reduceé or 
increase rates of return, the capital structure of the 
Project. Diavys an important role ian. determining the risk. to 
equity investors. A small proportion of equity in the 
Capital ‘structure, i.e. a low equity ratio, means that any 
fluctuations in revenues due to any of the events described 
above would be multiplied into a large fluctuation in return 
to eguity. Debt service and operating expenses must be paid 
before return to equity. . Thus any fluctuations in revenue 
must be borne to the extent possible first by equity investors. 


As an example, consider two capital structures for the 
Alaska gas project, a 0.25 equity ratio which is proposed by 
the sponsors and 0.45 which is the average for lower 48 
pipelines. During the first years of operation,.a five — 
percent reduction in revenues would reduce return to equity 
by approximately 32 percent in the case of a 0.25 equity 
ratio but only 20 percent in the case of a 0.45 ratio. Thus 
the risk to equity investors for the Alaska gas project 
increases substantially due to the low equity ratio compared 
to the typical lower 48 pipeline. 
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A low equity ratio, however, substantially reduces 
costs to consumers. A 0.25 ratio and 13 percent return on 
equity would reduce the cost of service for the project by 
approximately 20 percent in the early years of operation 
compared to a 0.45 ratio and a 13 percent return. The 
Commission could grant a substantial increase in rate of 
return to compensate for the risks created by the low equity 
capitalization without increasing the total cost of service 
compared to more conventional capital structures and rates 
Of (Yet. 


Jonny BB. Adger; 25. 
Alaskan Delegate 
February 2, 1979 


Corrected - February 5, 1979 


Further Corrected - February 16, 1979 
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